Minimum (Annual) Tax on Partnerships, LLC and S-Corps
(Draft as of 7/28/03)
by David Downs

1. What it is:

Every domestic partnership including syndicates, groups, pools, joint ventures and limited liability companies
classified as a partnership for federal tax purposes must file an Arizona Partnership Income Tax Return, Form 165.

Every foreign partnership (syndicates, groups, pools, joint ventures and limited liability companies classified asa
partnership for federal tax purposes) doing businessin the state of Arizona must file an Arizona Partnership Income
Tax Return, Form 165.

Every S-corporation taxed under Subchapter S of the Internal Revenue Code and subject to the Arizona Income Tax
Act of 1978 that engagesin atrade or business or has income from the state must file an Arizona S Corporate
Income Tax Return, Form 120S.

Currently, partnerships do not pay tax on net income nor pay a minimum (annual) tax with the filing of the tax
return. Thetax return isinformational in nature. The net income and activity of the partnership is reported
proportionately to each partner who reports his or hers share of the income in their income tax returns.

S-corporations are subject to income tax only if they have income subject to tax at the corporate level on the federal
Form 1120S. Thetax is6.968% of net income or a minimum of $50. The S-corporation is subject to the $50
minimum tax only if it hasincome subject to tax at the federal level. Most S-corporations do not have income
subject to tax at the federal level and are thus not subject to the minimum tax. The net income and activity of the S-
corporation is reported proportionately to each shareholder who reports his or hers share of theincomein their
income tax returns.

The proposal before this commission is the applying of a minimum (annual) tax on partnerships and expanding the

minimum tax to all S-corporations not already subject to the minimum tax. The minimum (annual) tax would be
applied on annual income tax return filing.

2. How it would be administer ed

The minimum tax will be collected with the filing of the partnership and S-corporate income tax returns or the filing
of an extension by the original due date of the return. The tax is transmitted either by check or electronic funds
transfer to the State.

The administration process would be similar to the minimum tax applied to C-corporations.

3. Impact on Existing Revenue Systems:

The minimum tax will become an expense of the partnership and S-corporations. Thiswill directly reduce net
income reported proportionately to each partner or shareholder and other current revenue sources of individual and
corporate income tax.

4. Cost:

Therewill be acost of administering the minimum partnership tax because the mechanisms for collecting and
processing the tax are not already in place. The mechanisms could be mirrored after the C-corporate minimum tax.
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Tax return forms will need to be redesigned to accommodate aline for tax. Instruction changes and education of a
new tax would also need to be made. The Department of Revenue’' s computer system may need to be modified to
track, process and administer tax of a partnership.

We believe the compliance cost to partnership taxpayers would be small for preparing and remitting the funds.

S-corporate minimum tax already exists for those that have income that is subject to tax at the federal level. This
can be expanded to include all S-corporations. The cost would be minimal.

We believe the compliance cost to S-corporate taxpayers would be nominal as a minimum tax isin existence and the
preparing and remitting processes remain the same.

5. Policy Consider ations:

A.
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Equity

A minimum tax is evenly applied across all partnership and S-corporate taxpayers (that were not
previously subject to the minimum tax) in horizontal equity.

Thetax isregressive for vertical equity where taxpayers regardless of income or |oss pay the same
rate.

. Economic Vitality

Cadliforniaisthe only states among the 10 comparison states to apply a minimum (annual) partnership
tax. The annual tax is $800. In addition, California applies an income fee ranging from $900 to
$11,790 based on total annual incometo every LLC treated as a partnership for tax purposes.

Arizonais one of five states among the 10 comparison states to apply a minimum S-corporate income
or similar tax such as franchise, business and occupation, net worth, or excisetax. Arizonacurrently
only applies the minimum tax if the S-corporation is subject to the federal income tax. The five states
to impose a minimum tax are Arizona, California, Georgia, New Mexico, and Oregon of $50, $800,
$10, $50, and $10, respectfully. Georgia's minimum net worth tax is a graduated rate of $10 to
$5,000.

Volatility

Thelevel of revenue raised by the partnership and expanded S-corporation minimum tax is only mildly
volatile asit is subject less on economic swings or net profits and more on other business climate
factors. It isbased on the number of entities subject to filing areturn. The revenue related to the
partnership and S-corporation filings should be more consist and less volatile.

Simplicity

We believe the application of the partnership and S-corporate minimum tax is simple and
straightforward.  Existing technology with some modifications can be used to administer the tax.

No additional calculations or determinations are required. The tax due can be reported on the annual
tax return filing. The remittance process would likely be by check and can be collected similar to the
C-corporate minimum tax.
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6. Economic Impact:

For the 2000 tax year, there were about 47,000 partnership returns, Form 165, filed. In the same year, 50,973 S-
corporate returns, Form 120S, were filed without the minimum tax. Asacomparison, the total number of S-
corporation returns, Form 120S filed for 1998 and 1999 were 42,587 and 46,163, respectfully.

The following chart presents the projected annual revenue should a minimum tax of $50, $100 or $200 be applied
based on 2000 filing results.

Returns w/ Percent w/ $50 $100 $200
Return  Expanded Total Expanded Minimum Tax Minimum Tax Minimum Tax
Type Minimum Tax Returns Minimum Tax Revenue Revenue Revenue
Ptrsp 47,000 47,000 100% $2,350,000 $4,700,000 $9,400,000
S-Corp 50,973 50,973 100% $2.548.650 $5.097,.300 $10,194.600
Totals 97,973 97,973 100% $4,898,650 $9,797,300 $19,594,600
7. Other:

Arguments of applying the minimum (annual) tax to partnership and S-corporations are the following:
It will cover administrative costs of the income tax filings.
It will require only afew changes to the existing filing process.
It issimpleto apply and administer, and for taxpayersto comply.
Arguments against applying the minimum (annual) tax to partnership and S-corporations are as follows:
The minimum tax for S-corporations would exceed or equal all comparison states except for California.

The minimum tax for partnerships does not exist in the comparison states except for California.
Thetax is applied to pass-thru entities and will affect other tax revenue sources.
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